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INTRODUCTION

Beforethe court are two complantsby Security National Guaranty, Inc., whichhave been consolidated
for purposes of trid. The complaints seek a determination of the amounts due under a secured promissory
note, raising issues regarding the application of California s usury laws and the statute of frauds. Resolution of
theselegd issuesis sgnificant Sncethe defendant’ s expert computes the debt on the note at $18,950,687.68,
while the plaintiff’s expert indicates the debt is $7,800,235.88.

FactuaL BACKGROUND

Thefactsarelargdy undisputed, either set forth by stipulationor through the uncontroverted testimony
of Edmond Ghandour, the president and sole shareholder of Security National Guaranty, Inc. (SNG). Don
D. Lukens, the other Signatory to the contracts at issue, has moved out of state and did not testify at trial.
Although the facts are generdly agreed, controversy arisesin their interpretation.

Monterey Bay Shoresis a39.65 acre parcel west of coasta Highway 1 in Sand City, Cdifornia, just
northof Monterey and Carmel, whichGhandour believesisthe last developable real property onthe Cdifornia
coadtline. 1n 1992, the Cdifornia State Parks Foundation and the Dezonia Family Trust each owned aone-half
interest in the property. In June, 1993, SNG acquired an option to purchase Monterey Bay Shores for $4
million that expired on December 31, 1996.

SN G needed financng inorder to exercisethe option, however, conventiond fineandngwasunavailable.
The only dternative available to SNG wasa“hard money” loan. In November 1996, when dl other potentia
sources of funding had evaporated, and the purchase option would soon expire, a loan broker introduced
Ghandour to Lukens, dba Community Group Funding (“CGF’), a business that offered loans of broker
controlled fundsin return for deeds of trust secured by real property. Lukenswas the principa of CGF, but
he was also alicensed red estate broker.

During November and December 1996, L ukensand Ghandour negotiated the terms of aloanto engble
SN G to purchase and devel op the M onterey Bay Shores property. Theloan terms contemplated funding over
multiple phases since Lukens did not have the funds necessary to advance dl the loan proceeds at one time.
Funds were so short that on December 27, 1996, just four days before the option expired, Lukens imposed
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asaconditionto the loan that SNG acquire, in lieu of cash, two additiona redl propertiesin Caifornia, onein
Addanto, San Bernardino County, and one in Bakersfield, Kern County. Lukens asserted that SNG could
quickly liquidate these properties and apply the proceeds to the interest reserve fund for the last 9x months of
theloanperiod. Ghandour testified that he assented to theinclusion of the Adelanto and Bakersfield properties
withan aggregate assigned vaue of $900,000 inlieuof cashuponLukens' assurance that SNG could reconvey
the properties if their market values were not as represented.

During their negotiations, Ghandour specificaly requested that dl reserve funds be placed in interest
bearing trust accounts in favor of SNG. Still, Lukens never promised to create a reserve account. By a
commitment letter from CGF dated December 27, 1996, L ukens provided:

An interest reserve onsaid Four MillionDollars($4,000,000) shdll be established by Lender,

and Lender shdl cause the firgt twelve months of monthly interest payments to be made from

sad reserve. The payments shal be made by means of a bookkeeping entry on Lender’s

books. Borrower shall havenointerestinsaid reserve, exoegteto_ the extent that Borrower may

F% .off the full amount of the loan prior to the expiration of the firgt twelve (12) months of the

On December 30, 1996, Ghandour onbehaf of SNG and L ukens, dba CGF, executed a Promissory
Note and aLoan Agreement. The Notewasinthe principal amount of $7.5 million, accrued interest at therate
of 14% per annum, included an 18% default rate of interest, matured in January 1999, and was secured by the
Monterey Bay Shores property. The Loan Agreement provided that CGF, defined in the agreement as
“Lender,” would fund the loan proceeds in three phases. It aso provided that the lender would credit a
disbursement of $900,000 to account for the transfer of the Addanto and Bakersfidld properties. Consstent
with the commitment letter, the Loan Agreement provided the following with respect to reserves for the
payment of interest and entitlements.

First Phase

* * *

(e The sum of Five Hundred Sixty Thousand Dallars ($560,000) shdl be retained by
Lender as atwelve month interest reserve on the sums set forth in sub-paragraphs a through
d above.

f) The sum of One Hundred Sixty Two Thousand Dollars ($162,000) shall be retained
by Lender and disburse (sic) Borrower, uponthe writtenrequest of Borrower, for entitlements
which are directly related to the use of the Property. Borrower’s request shall set forth the
amount of fund requested, the entitlement to which it is applicable, and proof of the expense.
Funds will be disbursed by Lender on the 1% day of the month for dl requests received and
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approved by Lender prior to the 15" day of the previous month.
Second Phase

* * %

The sum of Ten Thousand Five Hundred Dollars ($10,500) shall be retained b
Lender asanine (9) month interest reserve on the sums s&t forth in sub-paragraphs athroug
d above.

Third Phase

* * %

(d) The sum of Four Hundred Ninety Thousand Dallars ($490,000) shal be retained by
Lender as a tweve month interest reserve on dl funds disbursed and retained in the Third
Phase. In addition Lender shdl retain an interest reserve in the sum of Two Hundred Eighty
Thousand Dollars ($280,000) for an additiona sx months ondl fundsdisbursed and retained
in the First Phase and an interest reserve in the amount of Seven Thousand Dollars ($7,000)
for an additiona sx months on dl funds disbursed and retained in the Second Phase.

(e Thesumof One Hundred Ninety Six Thousand Five Hundred Dollars($196,500) shdl

be retained by L ender and disbursed to Borrower, upon the written request of Borrower, for

entitlements which aredirectly related to the use of the Property. Borrower’ srequest shall set

forth the amount of fund requested, the entitlement to which it is gpplicable, and proof of the

expense. Funds will be disbursed by Lender on the 1¥ day of the month for dl requests

received and approved by Lender prior to the 15" day of the previous month.

Section 7.15 of the Loan Agreement specificaly provided that the terms of the agreement “may not
be modified, waived, discharged, or terminated except by a written instrument sgned by the party against
whom enforcement of the modification, waiver, discharge, or termination is asserted.” From the inception of
the loan, observance of itsterms was fluid, and negatiations concerning its structure continued. The parties
immediately entered into awrittenamendment to the L oan Agreement whereby, subject to Lukens' discretion,
SNG could use up to $250,000 designated for the interest reserve to pay for entitlements.

SNG'’ sacquisitionof the State Parks Foundation’ sinterest in the property closed on January 6, 1997.
CGF funded the purchase price and recorded adeed of trust infirst position. However, it did not deposit the
entitlements reserve and the interest reserve amounts in interest bearing trust accounts established for SNG's
benefit. The checksfrom CGF wereissued from general operating accounts of CGF, and some were returned
for inauffident funds and required re-issuance. SNG experienced sgnificant delay and difficulty obtaining
checksfor entitlements. Ghandour tetified that he would not have agreed that interest would accrue on the
reserves had he redlized that the reserves were not funded in trust accounts per the custom and practiceinthe

industry. Nonethdless, he never complained of this non-compliance to Lukens.
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CGF funded the first phase of the purchase with investment proceeds from various lenders, including
the Ng Cobb Trugt, Straight Jacket Enterprises, and the Tri-County Produce Profit Sharing Plan and Trust,
in the amounts of $300,000, $600,000, and $75,000, respectively. Theredfter, it received fundsfromother
investors, induding $125,000 from Jesse Barbara Dixon in February 1997. CGF furnished a
Lender/Purchaser Disclosure Statement and Service Agreement and Power of Attorney to each of these
investors. Onthe Department of Redl Estate L oan Originationforms, Lukenscong stently identified theinvestor
asthe lender and characterized the secured |oan to SNG as a multiple lender transactionfor which Lukens, as
broker, was acting as an agent in arranging the loan.

First American Title Insurance Company required that the lenders be aggregatedinto one entity for title
insurance purposes. 1n response to this requirement, Shores LLC wasformed in June 1997, and Lukenswas
designated its manager. By June 30, 1997, CGF had not found lenders to fund the acquisition of the interest
of the Dezonia Family Trust. Itsinability to fund required that SNG obtain an extenson from Dezoniato August
15, 1997. On June 27, 1997, SNG and Dezonia amended the purchase contract to provide that SNG would
pay apendty of $75,000 for the extension, $100,000 as a portionof the purchase price, $68,762.18 ininterest
onthe balance of the purchase price, $23,539.76 inrea property taxes, and additiona pendlties of $2,000 per
day if the close of escrow were extended beyond August 15, 1997 to September 15, 1997. To account for
the dday, SNG and CGF aso entered into the Second Amendment to Loan Agreement dated June 28, 1997,
which provided:

Coen des 10 Loon Agrcmak a0l 110 arm alimies iy campery

ﬁlro?g??r.e.rntho hold by assgnment dl of the Lender’ sinterest inthe Loan Agreement and the
The Second Amendment provided that CGF would pay one-haf of the real property taxes and the additiona
pendties of $2,000 per day, but that the $75,000 penaty would be drawn againg the interest reserve. It
further provided that dl lender’s and broker’ s fees in connectionwith the third phase of the Loan Agreement
would not be earned until closing of the purchase of the Dezoniainterest. Ghandour contends that any delay
beyond the time of formation of Shores was attributable to Lukens need to raise more funds from investors.

Although Ghandour was unaware of it at the time, Lukens real estate broker’s license expired on
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September 10, 1997. Lukens dlowed his license to lapse while he was under investigation by the Federd
Bureauof Intelligenceand the Securities and Exchange Commissionfor improprietiesinvalvinginvestors funds.

CGF again did not have sufficient funds to close the purchase of the Dezoniainterest by the extended
date, September 15, 1997. Consequently, SNG obtained a further extension of the closing date. SNG and
Dezonia entered into another amendment of the purchase contract effective September 12, 1997 to extend the
closing date to December 15, 1997. The amendment provided that SNG would pay a $60,000 pendty for
the delay, $200,000 as a portion of the purchase price, $26,252.41 in interest onthe balance of the purchase
price, dl accrued real property taxes, and additional penaties of $1,000 per day until close of escrow.
Thereafter, SNG and CGF entered into the Third Amendment to Loan Agreement, whichprovided that SNG
would execute a deed of trust equa in priority to the firgt deed of trust previoudy recorded and that CGF
would bear the expense of any additional penalties of $1,000 per day and not charge it againgt the loan. CGF
also paid the $60,000 pendlty but did not charge it against the [oan.

Throughout thefal of 1997, Ghandour corresponded with CGF inquiring about the status of funding
the purchase of the Dezoniainterest and received assurances that Lukens was soliciting funds from investors
and doing his best to have the funds available. The escrow on SNG's purchase of the Dezonia interest
ultimately closed on November 26, 1997. The Department of Redl Estate disclosure statement for Michelle
Karpinski indicates that her investment funds in the amount of $650,000 were advanced just days before on
November 24, 1997. A daement from Prudential Securities for a CGF account reflects a deposit on
November 24, 1997 in the same amount as the Karpinski investment, aswell as two other large deposits in
the amounts of $350,000 and $550,000 that same day. The Prudential Securities statement also shows that
on November 25, 1997, CGF withdrew from that account $1,446,510,43, the same amount that was
deposited into the escrow.

In January 1998, the Adelanto and the Bakersfidld properties were transferred to SNG. Ghandour
tedtified that, fromthe inception, SN G did not want the properties. He obtained brokers' opinionsof thevaues
and determined that they were worth far less than represented. Asit turned out, the properties were difficult
to market. The Bakerdfied property had environmenta remediation problems. SNG reconveyed the
propertiesto Lukensin August 1998, but Lukens again conveyed the properties to SNG in December 1998.
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InJanuary 1999, whenthe Promissory Note matured, SNG was unable to pay it since the entitlement
processwas not complete, and SNG had not been able to liquidate the Adelanto and Bakersfield properties.
CGF recorded a Notice of Default on January 26, 1999 and on May 13, 1999 posted a Notice of Trustee's
Sdle scheduled for May 28, 1999. However, CGF did not proceed withthe Trustee' ssde because, on May
15,1999, SNG, CGF, and Shoresentered into aletter agreement modifying the terms of the Promissory Note
and Loan Agreement. Ghandour was anxious to resolve the default under the Promissory Note and Loan
Agreement because there was an important Coastal Commission hearing scheduled for May 20, 1999, and,
asaresult of Lukens prompting, the project was under scrutiny by local media. Theletter agreement provided
that CGF and Shores would rescind the Notice of Trustee's Sale and extend the maturity date of the
Promissory Note to January 6, 2000. SNG agreed to pay $750,000 for the extension, to accept the Adelanto
and Bakersfield properties as provided in the Loan Agreement, and to lig the property witha national broker
if the loan were not repaid by January 6, 2000. SNG aso acknowledged that the loan had been fully funded
and that dl conditions had been performed. Nonetheless, Ghandour testified that the parties agreed that afull
accounting would be performed after the letter agreement was executed.

L ukens executed the letter agreement on behaf of CGF and Shores. Although the letter agreement
contains asignature line for David J. Abraham, Jr., who isalicensed real estate broker associated with CGF,
Abraham did not execute the agreement. During his deposition, Abraham testified that he did not have any
knowledge of or participation in the Monterey Bay Shores loan. Ghandour also testified that Abraham was
not involved in the Monterey Bay Shores loan in any manner.

Finaly, SNG and CGF agreed as to how to account for the Adedanto and Bakersfield propertiesin
September 1999. Ghandour testified that L ukens agreed to reduce the amount of the loan by the difference
between $900,000, plus accrued interest, and the total amount for which SNG sold the properties, net of
expenses. He memoridized the terms of that agreement by memorandum dated September 10, 1999,
however, acopy of the memorandum purportedly executed by L ukens was not admitted into evidence & tria
as the document was not produced during discovery, and Lukens signature could not be authenticated. In
September 1999, SNG sold the Adelanto property to Tanam Corporation, a corporation wholly owned by
Ghandour’s wife, Anna Ghandour, for only $25,000. SNG sold the Bakersfield property for $260,000 in
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February 2000.

SNG defaulted under the terms of the |etter agreement by failing to repay the loan in January 2000.
Shores theresfter commenced non-judicia foreclosure proceedings by posting a Notice of Default, then
subsequently publishing aNotice of Trustee' s Sale, under the power of sdle clauseinthe deeds of trust. Before
anon-judicia foreclosure sde took place, however, SN G filed a complaint against ShoresinMonterey County
Superior Court onJune 18, 2003 for fraud, breach of contract, rescission, reformation, and for anaccounting.
SNG sought, but failed to obtain, atemporary restraining order to enjoin the non-judicia foreclosure sde.

SN G commenced this Chapter 11 case by filinga voluntary petition on August 22, 2003. It removed
the pending Monterey County Superior Court action to the bankruptcy court and dso filed an adversary
proceeding to determine the extent, validity, and priority of liens. These two proceedings are now before the
court. Since the commencement of the bankruptcy case and the adversary proceeding, Shores has sold its
interest in the Promissory Note and Deed of Trust to The Berkley Group, which has agreed to be bound by
this judgment.

CONTENTIONSOF THE PARTIES

The key disputed issue iswhether SNG isrequired to repay dl the interest and fees due under the Loan
Agreement, or whether usury law appliesto portions of the loan. The parties stipul ate that the only gpplicable
exemption to usury is the licensed broker exemption. SNG asserts that the loan was a multiple lender
transaction arranged over an extended period of time. 1t concedes that it must pay interest and fees on the
amounts funded prior to September 10, 1997 when Lukens broker’s license expired. However, SNG
contends that the amounts funded after Lukens' license expired accrued interest at a usuriousrate. Shores
disputes that L ukens engaged inany activities after September 10, 1997 that would have required a broker's
license.

SNG further contendsthat the May 15, 1999 letter agreement is a forbearance agreement subject to
the usury law. Because Lukenswas no longer licensed at the time he arranged the forbearance agreement,
SNG argues that the agreement does not qudify for the licensed broker exemption. Shores responds that the

May 15, 1999 |etter agreement congtitutes a settlement of an exempt transaction that remains exempt fromthe
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usury law.

Next, the partiesdisputethe accounting of certain disbursements. First, SNG contendsthat CGF failed
to fund the interest and entitlements reserves in interest bearing trust accounts. It argues that interest cannot
accrue on the unfunded reserves. Shores responds that the Loan Agreement should be enforced pursuant to
its terms, which did not mandate the deposit of the reserves into interest bearing accounts, but alowed for
interest accrua nonetheless.

Secondly, SN G contendsthat Lukens agreed to modify the loan terms suchthat SN G would not have
to repay the $900,000 attributable to the Adelanto and Bakersfield properties. Instead, SNG would only be
required to repay the actual amount for which SN G ultimatdy sold the two properties, net of expenses. Shores
disputesthat the parties entered into an enforceable agreement modifying the amount due for the Adelanto and
Bakersfield properties.

Findly, the parties stipulate that Lukens voluntarily paid some of the interest and late pendties
associated with the Dezonia extensons and did not charge these amounts to the loan. However, they dispute
the existence of agreements modifying the amounts SNGwould pay on account of penatiesand interest arisng
from the extensons. SNG contends that Lukens agreed not to charge to the loan a penalty payment in the
amount of $75,000 and aninterest payment of $26,252.41. Shoresassertsthereisno enforceablemodification
agreement.

At the close of its evidence, SNG made an eection of its remedies and determined to forego its

rescisson dams.

LEGAL DISCUSSION

l. Portions of the Monterey Bay Shores L oan Are Usurious

A. The Monterey Bay Shores Loan is a Multiple L ender Transaction Arranged by
Lukens

Cdifornialaw provides an exemptionto the limitationon interest rates for aloan or forbearance made
or arranged by a Cdifornia licensed real estate broker and secured inwhole or inpart by liensonreal property.
Ca. Congt. art. XV, 8 1; Cdl. Civ. Code § 1916.1. A loanis“made’ by alicensed real estate broker when
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the broker acts as a principd in the transaction by lending his own money. Del Mar v. Caspe, 222 Cal

App.3d 1316, 1324 (Cal. Ct. App. (6" Dist.) 1990). A loanor forbearanceis“arranged by” alicensed redl
estate broker when the broker acts for compensation or in expectation of compensation for soliciting,
negotiating, or arranging the loan for another. Ca. Civ. Code§1916.1. The phrase “arranged by” refersto
some conduct by areal estate broker, acting asathird party intermediary rather thanas aparty to the loan, that
causesaloanto be obtained or procured. It includes structuring the loan as an agent for the lender, setting the
interest rate and points to be paid, setting the terms of the forbearance agreement, reviewing the loan and
forbearance documents, conducting title searches, or drafting the terms of the loan. Gibbo v. Berger, 123 Cal.

App. 4" 396, 402 (Cal. Ct. App. (4" Dist.) 2004). The court must look beyond the form of the transaction
to its substance. Ghirardo v. Antonidli, 8 Cal.4th 791, 802 (1994); Boerner v. Colwell Co., 21 Cal.3d 37,

44 (1978). The character of a transaction is determined from al the surrounding facts and circumstances.
Montgomery v. Spect, 55 Cal. 352, 353-54 (1880).

Although the L oan Agreement and Note define Lukens asthe Lender and SN G asthe Borrower, there
isanabundanceof evidencedearly indicating that the M onterey Bay Shores|oanisamultiple lender transaction
arranged by Lukens on behdf of third party investors. Lukens acknowledged by letter dated December 27,
1996 that he would be raising the funds from investors. Some of the loan proceeds were paid to CGF through
escrow as fees for the transaction.  The evidence establishes that Lukens solicited funds from investors over
anextended period of timeto meet thefundingrequirements under the Loan Agreement. L ukens corresponded
with the Monterey Bay Shoresinvestors requesting checks or confirming the receipt of their invesment funds
and prepared and furnished to the investors Lender/Purchaser Disclosure Statements and Service Agreements
and Powers of Attorney. In these Department of Read Estate disclosure statements, Lukens consistently
identified the investor as the lender and characterized the Monterey Bay Shores loan as a multiple lender
transaction for which Lukens acted as broker and agent in arranging the loan. The disclosure statements for
the Ng Cobb Trugt, Straight Jacket Enterprises, and the Tri-County Produce Profit Sharing Plan and Trugt
suggest thet investor fundsin the amounts of $300,000, $600,000, and $75,000, respectively, were advanced
late December 1996 or early January 1997, shortly before the close of escrow onthe State Parks Foundation's
one-haf interest in the Monterey Bay Shores property. A title report reflects that these investors and others
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received from L ukens assgnments of fractiond interests of the M onterey Bay Shores deed of trust in February
1997. After theloan matured, Ghandour noted that alist of investors proportionate interestsin the Monterey
Bay Shores Note was appended to the Note.

After the acquistionof the interest of the State Parks Foundation, L ukens continued to soliat fundsto
meet the disbursements requirements of the second and third phases under the Loan Agreement. The
disclosure atement for Jessie BarbaraDixon, who invested $125,000, reflectsthat L ukens was soliciting funds
from her in February 1997. However, it appears Lukens was not able to raise sufficient funds to timely meet
CGF s dishursements obligation to SNG since checks for entitlements were periodicaly dishonored or
reissued. At Lukens request, SNG obtained an extension from June 30, 1997 to September 15, 1997 from
Dezonia to purchase the second one-haf interest inthe property. The Second Amendment to Loan Agreement
between SNG and CGF recited, “Lender desires an extension of time to performitsobligations to fund certain
portions of the Loan. . ..”  Although Shores asserts that First American Title required that the fractiona
interests in the firg deed of trust be aggregated, this requirement had been fulfilled by June 1997 with the
formationof ShoresLL C. Ghandour frequently inquired of L ukenswhen the acquisition of the Dezoniainterest
would be funded and received assurances from CNG' s staff on August 28, 1997 that Lukens was*doing his
best to have funds available. . . .”  When escrow did not close by September 15, 1997, SNG obtained a
further extenson from Dezonia, and Lukens voluntarily paid some of the pendtiesand interest associated with
the extengons without charging the amountsto the M onterey Bay Shores|oan, suggesting his acknowledgment
of respongbility for the delay. Lukens conduct, induding soliciting funds, negatiating terms, and furnishing
documents for compensation, congtitutes “arranging” the loan as defined in Cal Civ. Code § 1916.1.

B. The Third Phase Funding for the Acgquisition of the Dezonia | nterest is Usurious

The digtinction whether a licensed broker lent his persond funds or negotiated a loan between the

lender and the borrower does not effect the applicability of the exemption to the transaction because, in both
circumstances, the loanwould be exempt fromthe usury law. 8 Miller & Starr, California Real Estate8 21:34
(West (3d ed.) 2001). The character of the transaction is significant because whether and when broker

services were performed determines whether the licensed broker exemption is gpplicable. The exemption
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appliesonly if the broker waslicensed at the time the servicesthat give riseto the commissionwere performed.
De Mar v. Caspe, 222 Cal App.3d at 1333-34. Different funded portions of a loan may be anayzed

separately to determine whether the exemption is applicable. See, .9, InreLara, 731 F.2d 1455, 1462-63

(9" Cir. 1984). Oncetheborrower establishesthat aloan isusuriouson itsface, the burden shiftsto thelender

to prove that the loan quaifiesfor anexemption. Jansen v. Nu-West, Inc., 6 P.3d 98, 102 (Wash. Ct. App.
2000), review denied, 143 Wash.2d 1006 (2001); Stevens v. Security Pedific Mortgage Corp., 768 P.2d
1007, 1012 (Wash. Ct. App. 1989), review denied, 112 Wash.2d. 1023 (1989) ; 45 Am. JUR. 2d Interest

and Usury 8 354-55 (West 2005). In this case, Shores bears the burden of proof that the licensed broker
exemption is applicable.

Lukenswas alicensed broker when the Loan Agreement was negotiated and whenthe acquisition of
the State Parks Foundation’sinterest closed. SNG and Shores have dipulated that the firgt phase funding is
subject to the licensed broker exemption. The second phase funding of a portion of the purchase pricefor the
Dezoniainterest isalso exempt. However, Lukens' brokerage license expired on September 10, 1997 before
the third phase of the loan was funded. Whether the exemption is applicable to the third phase funding turns
on whether Lukenswas “aranging” the loan after his license had expired.

While Shores argues that $336,252.41 dishursed into the Dezonia escrow on September 15, 1997
was not solicited after Lukenslost his license, no evidence was introduced to meet its burden of proof. The
dtipulated factsrevedl that the escrow for the acquisitionof the Dezonia interest closed on November 26, 1997.
CGF made the escrow deposit for the purchase price of the Dezonia interest from an account at Prudentia
Savings. A statement for the Prudential Savings account reflectsthat on November 24, 1997, CGF madethree
large deposits, induding one for $650,000 from investor Michelle Karpinski. The court infers from this
evidence that Lukens raised the funds necessary to close escrow from investors during the period between
September 15, 1997 and November 25 1997 after he was no longer licensed. He apparently deposited the
investors funds into CGF's Prudentia Securities account and issued a check from that account into the
Dezoniaescrow. The activitiesin which Lukens engaged after September 10, 1997 canonly be construed as
arranging the loan onbehdf of third parties. He had conveyed fractiond shares of the deed of trust to Shores

and various other investors. The weight of the evidence indicates that Lukens continued to arrange the loan
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after September 10, 1997 by soliciting and raisng funds, negotiating amendments to the loan, and preparing
the deed of trust that was recorded after the acquisition of the Dezonia interest. Under the circumstances,
Shoreshasfailed to meet itsburden of proof that the licensed broker exemptionis gpplicable to the third phase
funding under the Loan Agreement.

C. The May 15, 1999 L etter Agreement Constitutes a Forbearance Subject to the
Usury L aw

Usury law includes forbearances within the scope of its prohibitiononexcessve interest. Cal. Congt.
art. XV, 8 1; Cal. Civ. Code §1916.1. A forbearanceisthe giving of further time for the payment of a debt

or an agreement not to enforce aclaim at its due date. Southwest Concrete Products v. Gosh Construction

Corp., 51 Cal.3d 701, 705 (1990); Boerner v. Colwell, 21 Cal.3d at 44, fn.7. The May 15, 1999 |etter

agreement extended the maturity date of the Promissory Note by one year to January 6, 2000, rescinded the
Notice of Trustee's Sde of the Monterey Bay property, and provided for the payment of a $750,000 fee for
the extenson. It congtitutes a forbearance subject to the usury law. Whether it is exempt depends upon
whether a licensed broker arranged the transaction. As Shores manager, Lukens acted as its agent in
negotiating with Ghandour the terms of the extension and forbearance. However, he wasno longer alicensed
broker in May 1999. Shores suggests that David Abraham, a broker associated with CGF, may have
participated innegotiating the May 15, 1999 |etter agreement. However, the evidence isto the contrary. His
deposition indicates that Abraham had no knowledge of or involvement in any aspect of the Monterey Bay
Shoresloan. Ghandour’ s testimony corroborates this. Shores has failed to meet its burden of proof that the
licensed broker exemption applies to the May 15, 1999 letter agreement. Consequently, the forbearance is
aso usurious.

Ghirardo v. Antonioli, 8 Cal.4" 791, and DCM Partnersv. Smith, 228 Ca. App. 3d 729 (Cd. Ct.

App. (4" Dist. (1991), upon which Shores rdies, are distinguishable. These cases involved modifications of
exempt credit sdes, which retained their exempt character. They did not involve either aloan or forbearance
of money to whichthe usury law isapplicable. Thedifference between acredit sdleand aforbearance of aloan

isthat a purchaser who cannot afford the purchase price canamply wak away fromahigh interest rate while
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aborrower is forced by economic circumstancesto resort to ausurious loan. Ghirardo v. Antonioli, 8 Cal .4™

at 804-05. A forbearanceisaseparate dement inatransaction. Although theorigina loanisnot usurious, any
extenson or forbearance of the loan may be subject to the usury limitations unless it is exempt by some other
provison. 8 Miller & Starr, California Real Estate 8§ 21:4.

Genedly, a usurious forbearance, renewd, or extenson of a non-usurious loan taints only the
forbearance anceit is considered aseparate transaction. Theorigind non-usurious|oan is unaffected and may
be enforced according to itsterms. See, e.g., Westman v. Dye, 214 Cal. 28 (1931); Strike v. TransWest

Discount Corp., 92 Cal. App. 3d 735 (Cd. Ct. App. (4" Dist.) 1979). Seeaso45Am.JUR. 2D Interest and
Usury § 242 (West 1999); 47 C.J.S. Interest & Usury § 180 (West 1982). A creditor may collect the
interest at the contract rate and the principa under the origind loan. 8 Miller & Starr, California Real Estate
§21:4. Here, however, theMay 15, 1999 |etter agreement modified thetermsof the origina Loan Agreement.
Under Cdifornialaw, amodification supercedesthe origind agreement. Thidev. Merrill Lynch, Pierce, Fenner

& Smith, 59 F. Supp. 2d 1067, 1070(S.D. Cd. 1999). It changestheobligationsof aparty by the subsequent
mutual agreement of the parties and dtersthe affected portions of the origina written contract. Y et, wherethe
genera purpose of the contract isthe same, the origind contract is not extinguished, remainsineffect, and may
be enforced as modified. Travelersins Co. v. Workmen's Comp. Appeds Bd., 68 Cal. 2d 7, 17 (1967),

disapproved on other grounds, Levesque v. Workmen's Comp. Appedals Bd., 1 Cdl. 3d 627 (1970); Conley
v. Matthes, 56 Cal. App. 4" 1453, 1465 (Cal. Ct. App. (2" Dist.) 1997), review denied; 1 Miller & Starr,

California Real Estate § 1:96, 1:98.

The case of Westmanv. Dye involved an action to recover a promissory note in the principa amount

of $2,500 with interest a 8% per annum. The note was renewed for successve sx month intervals with the
lender charging $125 for each renewa. The California Supreme Court agreed with the lower courts thet the
renewa s were usurious because the payment of 8% plus the bonus for the renewal exceeded the interest rate
permitted by statute. Although not usurious at its inception, a usurious renewd taints al subsequent related
transactions. The Court alowed the lender to collect interest on only the origind, non-usurious note. It
declined to award any interest that accrued subsequent to the effective date of the usurious renewd. Westman
v. Dye, 214 Cal. at 37-38.
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Shores has asserted that the May 15, 1999 |etter agreement is unenforcesble because dl beneficiaries
did not execute it. However, where there are multiple beneficiaries to a deed of trust, one beneficiary may

exercise its remedies following a default without the consent of the other beneficiaries. See Perkins v. Chad

Dev. Corp., 95 Cd. App. 3d 645, 650-51 (Cal. Ct. App. (4™ Digt.) 1979); 1 Bernharct, California
Mortgage and Deed of Trust Practice § 1.42 (39 ed. 2005). Herein particular, Shores cannot reasonably
argue that the May 15, 1999 |etter agreement is not enforceable because Lukens, as its manager, executed it
on behdf of Shores. It has not raised any other vidble defensesto enforcement. Hence, the Loan Agreement
may be enforced according to itsterms, as modified by the May 15, 1999 |etter agreement. While the origind
non-usurious loan may be enforced according to itsterms, however, the creditor is subject to the pendties

applicable to the usurious renewal or forbearance. See Westmanv. Dye, 214 Cd. at 36-38; 8 Miller & Starr,

California Real Estate 8 21:4. Asaresult, Shores may collect interest at the contract rate for the firgt phase
only through the effective date of the May 15, 1999 |etter agreement.

Where the transactionwas origindly usurious, asubsequent renewal isaso rendered usurious. Taylor
v. Budd, 217 Cd. 262, 265-66 (1933); Westman v. Dye, 214 Cd. at 38. Consequently, Shores may not

collect any interest onthe third phasefunding under the L oan Agreement, whichthe court previoudy concluded
tobeusurious. The effect of a determination that atransactionisusuriousisthat the creditor may recover only
the principal and prgjudgment interest at the legd rate from the date of maturity until the date of judgment. It
cannot recover any interest that accrued during the term of the |oan before maturity. Greenv. Future Two, 179

Cal. App. 3d 738, 744 (Cal. Ct. App. (2 Dist.) 1986).

. I nterest Does Not Accrue on Unfunded I nterest and Entitlements Reserves

The Loan Agreement clearly providesthat $1,347,500 would be retained by the Lender asaninterest
reserve and that $358,000 would be retained by the Lender and disbursed to the Borrower upon the
Borrower’ swritten request for entitlements for the property, yet is slent asto whether the reserves would be
deposited into interest bearing trust accounts established for SNG's benefit. SNG's expert, Guy Puccio,
tedtified that in the mortgage lending industry, it is customary practice that funds earmarked for a specific
purpose should be maintained in asegregated, interest-bearing account identified for that purpose. Moreover,

15
MEMORANDUM DECISION AND ORDER AFTER TRIAL




UNITED STATESBANKRUPTCY COURT

For The Northern District Of California

© 00 N o O A~ W N P

N NN RN N NN NN P B P B PP PP P
® N o O A W N P O © 0N O o M w N P O

Cdifornialaw mandatesthat interest must be computed on the actual amounts advanced from the date of the

advance, and further that interest accrues only on amounts actually made available to the borrower. Penziner

v. West American Finance Co., 133 Cal. App. 578, 590 (Cal. App. (1% Dist.) 1933); 13A CAL. JUrR.3d

Consumer and Borrower Protection Laws 8§ 661 (West 2004). Here, thereisno evidencethat the interest
and entitlementsreserveswere ever deposited intointerest bearing trust accounts. To the contrary, the checks
for entitlements disbursements, which SNG frequently forwarded to its vendors, were issued from CGF's
general account. Consequently, SNG is not liable for interest accrua on the reserve amounts.

Withrespect to SNG’ sdamfor breach of contract for fallureto fund the reserves, that daim hasbeen
walved. It was plain as early as May 1997 when CGF was issuing checks to SNG vendors that the
disbursements were being made from CGF s generd operating account. Nonethel ess, Ghandour concedes
that he never complained to Lukens that the reserves were not set aside. Instead, SNG continued to accept
performance from CGF. |If an aggrieved party with knowledge of a contract breach continues to accept
performance fromthe breaching party, that conduct may congtituteawaiver of the breach. Whitney Investment
Co. v. Westview Development Co., 273 Cal. App. 2d 594, 603 (Cal. Ct. App. (4" Digt.) 1969). Although

interest may not accrue on the unfunded amounts, the court concludes that SNG has waived any dam for

breach of contract arisng from the failure to segregate the interest and entitlements reserves.

1. SNG and CGF Did Not Enter Into an Enfor ceable M odification with Respect to Accounting
for the Bakersfield and Adelanto Properties

The Loan Agreement provides that $900,000 would be disbursed to SN G uponthe recordation of the
deeds of trust onthe Adelanto and Bakersfidd properties. SNG contendsthat negotiations over the trestment
of the properties were ongoing because SNG never wanted to include them in the transaction.  Findly, in
September 1999 Lukens agreed to reduce the amount of the loan attributable to these two properties.
Ghandour testified that the parties agreed to assign values to the Adelanto and Bakersfield properties based
on their saes prices and would book only the net proceeds of sdes to the loan, memoridized in a
memorandum by Ghandour to Lukens dated September 10, 1999.

Under Cdifornialaw, the statute of frauds provides that, subject to afew exceptions not gpplicable in
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this case, when a contract is in writing, any modification of the written agreement aso must be in writing
executed by each of the parties. Twohey v. The Redty Syndicate Co., 4 Cdl. 2d 379, 383 (1935); Haase v.

Lamia, 229 Cd. App. 2d 654, 659 (Cal. Ct. App. (2" Dist.) 1964); Cd. Civ. Code § 1698; 1 Miller & Starr,
California Real Estate § 1:65, 1:98 (3" ed. 2000). Moreover, the Loan Agreement itsdf providesthat its
terms may not be modified, waived or discharged except by a writing executed by the party agangt whom
enforcement is sought. The purported signature of Lukens on the September 10, 1999 memorandum by
Ghandour could not be authenticated, and the sgned memorandum was not admitted into evidence. As a
result, it does not satisfy the statute of frauds and may not be used to reduce the amount of the debt attributable
to the Adelanto and Bakersfield properties. Consequently, SNG must repay the 1oan amount attributable to
these two properties as provided for in the Loan Agreement, except that interest would not accrue on that
amount because it was disbursed after Lukenslogt his license.

IV.  SNG and Lukens Did Not Enter Into an Enforceable Modification with Respect to the
Disputed $75,000 Penalty Payment to Dezonia

SNG contends that Lukens agreed that the $75,000 pendty that CGF paid to Dezonia for the
extension of the purchase dosng through September 15, 1997 would not be charged to the loan because
Lukens' inahility to timey fund the purchase had caused the delay. The Second Amendment to the Loan
Agreement provides that the $75,000 pendty would be drawn againg the interest reserve under the Loan
Agreement. Later, Lukenspaid the $60,000 penaty incurred under the Third Amendment to Loan Agreement
and did not charge the amount againgt the [oan.

SNG offered a letter dated September 14, 1997 from Ghandour to Lukens, in which Ghandour
confirmed their agreement that L ukens would bear the cost of the $75,000 penaty. However, Lukens did not
execute the letter. As discussed supra, a written contract may only be modified by a written agreement
executed by the parties. Twohey v. The Redty Syndicate Co., 4 Cal. 2d at 383; Haase v. Lamia, 229 Cdl.

App. 2d at 659. Becausethe Loan Agreement expresdy limits modificationsto awriting executed by the party
agang whom enforcement is sought, the September 14, 1997 letter by Ghandour is not sufficient to satisfy the
satute of frauds. Absent an enforceable modification, SNG must repay the disputed Dezonia pendty aspart
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of the loan amount.

V. SNG Has Not Established an Enforceable Agreement With Respect to the Disputed
$26.252.41 | nter est Payment to Dezonia

As required under the second amendment to the purchase contract with Dezonia, SNG made an
interest payment in the amount of $68,762.18 to Dezonia from loan advances by CGF. The Second
Amendment to the Loan Agreement provides that the $68,762.18 payment would be included in the loan
amount. CGF also advanced funds on behdf of SNG to make interest payments to Dezonia in the amounts
of $26,252.41 and $21,056.33 in connectionwith the extension through December 15, 1997. SNG does not
dispute that the interest payment in the amount of $21,056.33 should be part of the loan. However, SNG
contends that Lukens agreed that the interest payment in the amount of $26,252.41 would not be charged
againd the loan because of Lukens role in the ddlay. It has not proffered any documentary evidence to
support this contention, and the agreements between SNG and GCF are slent as to the dlocation of this
payment.

Courts often refer to the course of dedling between the parties to interpret contracts that areslent as

tothe disputed terms.  See Insurance Co. of North Americav. NNR Aircargo Service (USA), Inc., 201 F.3d
1111 (9" Cir. 2000); Southern Pacific Transportation Co. v. Santa Fe Pacific Pipdlines, Inc., 74 Cal. App.

4th 1232, 1240 (Cal Ct. App. (1% Dist.) 1999). Throughout the termof the Monterey Bay Shores loan, the
parties consstently treated the interest payments as part of the amountsto be repaid under theloan. SNG has
failed to establish why the $26,252.41 interest payment should be treated any differently.

CONCLUSION

The Monterey Bay Shores |oan is amultiple |lender transactionarranged by Lukens, whose brokerage

license expired on September 10, 1997. Consequently, the first phase and second phase funding are subject
to the licensed broker exemptionto usury, and SNG must repay the principa with interest at the contract rate
through the date it was superceded by the May 15, 1999 |etter agreement. However, the third phase does not

qualify for the exemption, 0 SNG must repay only the principa plusinterest a the legd rate fromthe date of
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meaturity, asextended, until the date of judgment. The May 15, 1999 |etter agreement congtitutes aforbearance
subject to usury law and supercedesthe terms of the Loan Agreement. Like the third phase, the forbearance
isusurious, and SNG must repay only the principa plus interest & the legd rate from the date of maturity until
the date of judgment.

Under Cdifornia law, SNG is not required to pay interest on unfunded interest and entitlements
reserves. However, it haswaived any clam for breach of contract arisng from CGF sfallureto segregeate the
reserves because it accepted performance from CGF without complaint.

The gtatute of frauds precludes SNG from enforcing a modificationto the writtenL oan Agreement, as
amended, unless the modification isin writing executed by the party againgt whom enforcement is sought. As
aresult, SNG must repay the amounts attributabl e to the Bakersfidd and Adelanto properties and the $75,000
Dezonia pendty in accordance with the terms of the Loan Agreement, as amended.

Findly, SNG has faled to establish any basisfor treating the $26,252.41 Dezonia interest payment
differently than the parties’ prior course of dealing. Accordingly, it must o repay this amount.

The partiesaredirected to recompute the amounts owing onthe Note. Plaintiff shal submit aproposed
judgment accompanied by a declaration indicating that both counsel have reviewed the caculations and find
them consstent with the court’s decision.

Good cause appearing, I'T IS SO ORDERED.

*** END OF ORDER * * *
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